
Chapter 7—Pricing Decisions, Customer Profitability, and Cost Management
I. Chapter Syllabus
	Learning Objectives
	Content Outline

	1. Discuss the three major factors that affect pricing decisions
	· Major factors affecting pricing decisions
· Customers

· Competitors

· Costs

· Weighing customers, competitors, and costs

	2. Understand how companies make long-run pricing decisions
	· Understanding long-run pricing
· Long-run pricing approaches

	3. Price products using the target-costing approach
	· Target pricing
· Understanding customers’ perceived value
· Doing competitor analysis
· Implementing target pricing

	4. Apply the concepts of cost incurrence and locked-in costs
	· Distinguishing between value-added and non-value-added costs
· Distinguishing cost incurrence from locked-in costs
· Value-chain analysis and cross-functional teams
· Understanding the undesirable effects of value engineering and target costing

· Understanding what needs to be done to avoid pitfalls from target costing

	5. Price products using the cost-plus approach
	· Understanding the general approach to cost-plus pricing
· Target rate of return on investment
· Determining the appropriate markup percentage
· Utilizing four different cost bases
· Advantages of full cost based pricing

· Including fixed cost per unit in cost base

· Prospective prices

· Understanding time-and-materials method

	6. Discuss why a company’s revenues and costs differ across customers and the actions managers can take based on this information
	· Customer-profitability analysis
· Revenue differences across customers
· Price discounts
· Customer-cost hierarchy
· Customer-profitability profiles
· Other factors when allocating resources among customers

· Cost hierarchy-based operating income statement
· Five-step decision-making process

	7. Use life-cycle budgeting and costing when making pricing decisions
	· Understanding the product life cycle
· Features of life-cycle budgeting
· Customer life-cycle costs

	8. Describe two pricing practices in which noncost factors are important when setting prices and the effects of antitrust laws on pricing
	· Additional considerations for pricing decisions
· Legal considerations
· Antitrust laws


II.
CHAPTER OUTLINE

Learning Objective 1—Discuss the three major factors that affect pricing decisions
1.1
How managers price a product or a service depends on the demand and supply for it. There are three influences on demand and supply: customers, competitors, and costs.
1.2
Customers influence price through their effect on the demand for a product or service, based on factors such as the features of a product and its quality.

1.3
Competitors have a significant influence on price. A company must always be aware of the actions of its competitors. These actions will influence the price at which a company can sell its product. It is beneficial to know competitors’ technology, plant capacity, and operating strategies. Exchange rate fluctuations can make prices of certain products more or less competitive in foreign markets.

1.4
The third influence on pricing is costs. A company cannot sell a product for less than its cost and hope to succeed in the long run. Knowledge of costs and cost behavior can enable a company to price its product to receive the maximum benefit.

1.5
Managers weigh customers, competitors, and costs differently when making pricing decisions. 

· 
Managers at companies operating in perfectly competitive markets have no control over setting prices and must accept the price determined by a market consisting of many participants. 

· 
In less-competitive markets, products are differentiated, and all three factors affect prices. 

· 
As competition lessens even more, the key factor affecting pricing decisions is the customer’s willingness to pay based on the value that customers place on the product or service, not costs or competitors.

Teaching Point: 
As students get involved in setting prices, they need a good understanding of the influences on pricing. Make sure that the students understand what perfectly competitive, less-competitive, and least competitive companies mean. Be certain they comprehend the interplay among customers, competitors, and costs in setting prices.

	Group Activity 1:
Divide your class into small groups. Ask each group to make a note of at least one company in the market that is perfectly competitive, one company that faces a little less competition, and a company that faces the least amount of competition. Along with the listing part, also ask them to decide which among the above would influence the prices the most.


Learning Objective 2—Understand how companies make long-run pricing decisions
2.1
Long-run pricing is a strategic decision designed to build relationships with customers based on stable and predictable prices.

· 
Managers prefer a stable price because it reduces the need for continuous monitoring of prices, improves planning, and builds long-run buyer–seller relationships.

· 
In order to charge a stable price and earn the target long-run return, managers must know and manage long-run costs of supplying products to customers, which includes all future fixed and variable costs.

(Exhibit 7-1 illustrates the total cost of manufacturing for Provalue using activity-based costing.)
(Exhibit 7-2 summarizes operating income for Provalue across the value chain using activity-based costing.)

2.2
Two approaches exist for long-run pricing decisions: (1) market-based and (2) cost-based approach. 

· 
Market-based approach to pricing considers the customer requirements and tracks competitor’s reactions to any movement in price of the company’s product. Based on this market-determined price, managers control costs to earn a target return on investment.
· 
The cost-based approach computes price based on the costs to produce the product plus a target return on investment.
· 
Companies operating in competitive markets use the market-based approach. 

· 
Companies operating in less-competitive markets offer products or services that differ from one another and can use either the market-based or the cost-based approach as the starting point for pricing decisions.

· 
Companies operating in markets that are not competitive favor cost-based approaches. That is because these companies do not need to respond or react to competitors’ prices.

	Group Activity 2:
Based on the previous group activity (Group Activity 1), ask the students to identify which company would select which long-run pricing approach along with a reason for selecting that approach.


Learning Objective 3—Price products using the target-costing approach
3.1
In setting long-range prices, companies can take a market-based approach, or they can take a cost-based approach. Market-based pricing starts with a target price, which is the estimated price for a product or service that potential customers are willing to pay. This estimate is based on an understanding of customers’ perceived value for a product or service and how competitors will price competing products or services.
Three reasons for the importance of understanding customers and competitors are:

· 
Competition from lower-cost producers means prices cannot be increased.

· 
Products today have a short life cycle. There is less time and opportunity to recover from pricing mistakes and loss of market share.

· 
Customers have become more knowledgeable about the market and its products and demand quality products at reasonable prices.
3.2
To set a target price, managers need to understand customers’ perceived value. A company’s sales and marketing organization, through close contact and interaction with customers, identifies customer needs and perceptions of product value.

3.3
Competitor analysis is also essential to setting viable market prices. When the company understands its competitors, it can more effectively evaluate how distinctive its own products and services will be in the market, and the price they might be able to charge as a result of being distinctive. Reverse engineering is another source of information that involves analyzing competitors’ products to become familiar with their technology.
3.4
Implementing target pricing and target costing is a five-step process.
Step 1:
Develop a product that satisfies the needs of potential customers. This is a restatement of the old marketing adage, “Find a need and fill it.” However, in today’s society, the company can play a part in creating that need.
Step 2:
Choose a target price. This price should be based on research of competitor’s products and what the customer is willing to pay.
Step 3:
Derive a target cost per unit by subtracting target operating income per unit from the target price. Target operating income per unit is the operating income that a company aims to earn per unit of a product or service sold. Target cost per unit is the estimated long-run cost per unit of a product or service that enables the company to achieve its target operating income per unit when selling at the target price. It is the target price minus target operating income per unit and is often lower than the existing full cost of the product. Target costs include all future costs, variable costs, and costs that are fixed in the short run because in the long run a company’s prices and revenues must recover all its costs if it is to remain in business.
Step 4:
Perform cost analysis. Managers analyze specific aspects of the product to target for cost reduction. In most instances, the target price will be less than the current price per unit, thus necessitating reduction in costs.
Step 5:
Perform value engineering to achieve target cost. Value engineering is a systematic evaluation of all aspects of the value chain, with the objective of reducing costs and achieving a quality level that satisfies customers. Value engineering entails improvements in product designs, changes in materials specifications, and modifications in process methods.

	Group Activity 3:
Form small groups in the class and ask each group to select a product for their business. Ask them to set a target price based on the competitive analysis and customers’ perceived value for the product by comparing the prices charged by competitors for similar products. Ask them to build ways in which they could reduce the price of their product by incorporating steps towards cost reduction.


	EOC Reference:

Exercise: 7-12
Problem: 7-22


Learning Objective 4—Apply the concepts of cost incurrence and locked-in costs
4.1
To implement value engineering, managers must distinguish between value-added and non-value-added costs. A value-added cost is a cost that, if eliminated, would reduce the actual or perceived value of the product in the eyes of the customer. A non-value-added cost is a cost that, if eliminated, would not reduce the actual or perceived value or utility (usefulness) customers gain from using the product or service.
Several costs have both value-added and non-value-added components. When in doubt, some managers prefer to classify costs as non-value-added to focus organizational attention on cost reduction. The risk with this approach is that an organization may cut some costs that are value adding, leading to poor customer experiences.

Teaching Point: 
If ordering a fragile item, the customer is willing to pay for packaging materials—the customer does not want the item damaged in shipment. This is a value-added cost. On the other hand, the customer would not be willing to pay for rework of defective products, with the attitude that it should be done right the first time. This is a non-value-added cost. Emphasize that the distinction between the two is from the view of the customer.
4.2
Managers must distinguish cost incurrence from locked-in costs. Cost incurrence describes when a resource is consumed (or benefit forgone) to meet a specific objective. For example, when direct materials are processed, the cost is said to be incurred.
Locked-in costs, or designed-in costs, are costs that have not yet been incurred but will be incurred in the future based on decisions that have already been made. The best opportunity to manage costs is before costs are locked in.
Teaching Point: 

In planning a trip, both types of these costs will be encountered. When the airline reservations are made, the cost of the airfare must be paid. That is an incurred cost. If a rental car is also booked, one locks-in a rental price, but the cost will not be incurred until the car is used.
(Exhibit 7-3 is a graphical representation of the pattern of locked-in costs and cost incurrence.)
4.3
Because costs are incurred at all points in the value chain, but frequently locked in during the design phase, cost reductions can be most readily attained through value-chain analysis and the use of cross-functional teams. By forming a team of representatives from all segments of the value chain, the product can be designed to reduce costs while retaining the features that customers value.
Managers use kaizen, or continuous improvement techniques, to reduce the time it takes to do a task, eliminate waste, and improve operating efficiency and productivity.

(Exhibit 7-4 illustrates calculation of cost-driver quantities and rates for Provalue II.)
(Exhibit 7-5 illustrates calculation of target manufacturing costs for Provalue II.)

4.4
Unless managed properly, value engineering and target costing can have undesirable effects:
· 
Employees may feel frustrated if they fail to attain target costs.

·    The cross-functional team may add too many features just to accommodate the different wishes of team members.

· 
A product may be in development for a long time as the team repeatedly evaluates alternative designs.

· 
Organizational conflicts may develop as the burden of cutting costs falls unequally on different business functions in the company’s value chain.

4.5
To avoid these pitfalls, target-costing efforts should always:

· 
Encourage employee participation and highlight small improvements toward achieving the target cost.
· 
Focus on the customer.
· 
Pay attention to schedules.
· 
Set cost-cutting targets for all value-chain functions to encourage a culture of teamwork and cooperation.
	EOC Reference:

Exercise: 7-11
Problem: 7-23


Learning Objective 5—Price products using the cost-plus approach
5.1
Companies selling distinctive products or services may be able to effectively utilize cost-plus pricing. The general approach to cost-plus pricing is to add a markup component to the cost base to arrive at the prospective selling price.
Managers use the cost-plus pricing formula as a starting point. The markup component is usually flexible, depending on the behavior of customers and competitors. In other words, market conditions ultimately determine the markup component.

5.2
One of the ways in which managers determine a markup percentage is by choosing a markup to earn a target rate of return on investment, which is the target annual operating income divided by invested capital. 

Teaching Point: 
Illustrate an example of the approach to cost-plus pricing, as discussed in this learning objective on page 265. Emphasize that the desired return on investment and the markup percentage are two different numbers. The markup percentage is derived from the organization’s desired return on investment. If the students do not make this distinction, they will be confused about how to properly implement this approach to cost-plus pricing.

5.3
In many situations, it may be difficult to determine the specific amount of investment the company has in a specific product, making application of the target return on investment difficult, if not meaningless. In these cases, the company simply determines the amount of desired profit and determines the appropriate markup percentage.
5.4
There are four different cost bases utilized for this purpose:
· 
Variable manufacturing cost, which includes only those manufacturing costs that are classified as variable.

· 
Variable cost of the product, which adds variable non-manufacturing costs to the cost base.

· 
Manufacturing cost, which includes all variable and fixed manufacturing costs.

· 
Full cost of the product, which includes all costs incurred on behalf of the product.

Teaching Point:

Emphasize the importance of knowing the meaning of variable and fixed costs in the application of the markup percentage. Using the wrong base with the wrong percentage markup will result in a product that is grossly overpriced or underpriced—both potentially undesirable results.
The markup percentages vary a great deal on the bases of the four costs. When determining a prospective selling price, a cost base such as variable manufacturing cost requires a higher markup percentage because the price needs to be set to earn a profit margin and to recover costs (fixed manufacturing costs and all non-manufacturing costs) that have been excluded from the base.
5.5
Surveys have shown that most managers use full cost of the product for their cost-based pricing decisions. Three advantages of this approach cited are:
· 
Full recovery of all costs of the product. The markup is designed to make a full recovery of all costs of the product.

· 
Price stability. This approach leads to price stability, as it limits the ability and temptation of sales personnel to cut prices.

· 
Simplicity. It does not require a detailed analysis of cost-behavior patterns.

5.6
Including fixed cost per unit in the cost base for pricing can cause problems. 

· 
Allocating fixed costs to products can be arbitrary and mathematically imprudent.

· 
Calculating fixed cost per unit requires a denominator level that is based on an estimate of capacity or expected units of future sales. Errors in these estimates will cause actual full cost per unit of the product to differ from the estimated amount.

5.7
The selling prices computed under cost-plus pricing are prospective prices. If the price under the cost-plus approach is deemed to be excessive, the markup percentage may need to be reduced. Reactions to customers and competitors may require a lower markup percentage. 
However, target pricing eliminates the need to go back-and-forth among prospective cost-plus prices, customer reactions, and design modifications. Target pricing approaches the pricing problem by beginning with a target price and customer preferences and working back to the cost, unlike the cost-plus approach.
5.8
Suppliers providing unique products and services (such as accountants and attorneys) usually use cost-plus pricing. Service companies such as home repair services, automobile repair services, and architectural firms use a cost-plus pricing method called the time-and-materials method.
	EOC Reference:

Exercise: 7-16
Problems: 7-22 and 7-26 


Learning Objective 6—Discuss why a company’s revenues and costs differ across customers and the actions managers can take based on this information.
6.1
Customer-profitability analysis is the reporting and assessment of revenues earned from customers and the costs incurred to earn those revenues. This will enable management to determine which customers are the most profitable and should be receiving a high level of attention from the company.
Managers use this information to ensure that customers making large contributions to the operating income of a company receive a high level of attention from the company and that loss-making customers do not use more resources than the revenues they provide.

6.2
Two variables can be identified to explain revenue differences across customers:

· The quantity purchased.

· The amount of discount received. A price discount is the reduction of selling price below list price to encourage customers to purchase more.
6.3
Price discounts in practice occur for a number of reasons—volume, encouraging the customer to promote sales to others, poor negotiating by the salesperson.

Price discounts should be monitored in order to help improve customer profitability and be certain of their legality. 

6.4
Customer revenues are one element of customer profitability. The other, equally important element is the cost of acquiring, serving, and retaining customers. A customer-cost hierarchy categorizes costs related to customers into different cost pools on the basis of different types of cost drivers, or cost-allocation bases, or different degrees of difficulty in determining cause-and-effect or benefits-received relationships.
There are generally five categories of indirect costs in its customer-cost hierarchy:

· 
Customer output unit–level costs are costs of activities to sell each unit to a customer. Product handling is one such cost.

· 
Customer batch-level costs are costs of activities related to a group of units sold to a customer. Costs incurred to process or deliver an order are examples of these costs.
· 
Customer-sustaining costs are costs of activities to support individual customers regardless of the amount ordered by the customer. Sales visits to customers or costs of a display at the customer site are examples of these costs.
· 
Distribution-channel costs are costs of activities related to a particular distribution channel rather than to each unit or batch of product or specific customer. The salary of a distribution manager would be an example of this type of cost.
· 
Corporate-sustaining costs are the costs of activities that cannot be traced to individual customers or distribution channels. Top management and general administration costs are examples of this cost.
(Exhibit 7-6 illustrates the marketing, distribution, and customer service activities, costs, and cost driver information of Provalue.)

(Refer to Exhibit 7-7 to understand the customer-profitability analysis for four wholesale channel customers of Astel Computers.)
6.5
Customer-profitability profiles provide a useful tool for managers, as these profiles can be used to rank customers based upon customer-level operating income.
(Exhibit 7-8 illustrates the customer-profitability analysis for wholesale channel customers at Astel Computers.)

6.6
Managers should consider other factors when allocating resources among customers, including:

· 
Likelihood of customer retention. The more likely a customer will continue to do business with a company, the more valuable the customer. Customers differ in their loyalty and willingness to shop around.
· 
Potential for sales growth. Is there a high likelihood that the customer’s industry and sales will continue to grow? If so, this may be a valuable customer.
· 
Long-run customer profitability. What does the management think of the company’s future relationship with the customer?

· 
Increases in overall demand from having well-known customers. Customers with established reputations help generate sales from other customers through product endorsements.

· 
Ability to learn from customers. Customers who provide ideas about new products or ways to improve existing products are especially valuable.

6.7
A cost hierarchy-based operating income statement is prepared by various companies focusing on the customer distribution channels.
(Refer to the Exhibit 7-10 to understand the income statement of Astel Computers using the cost hierarchy.)
6.8
The five-step decision-making process (introduced in Chapter 1) can be utilized in managing customer profitability. This can help identify customers who deserve the highest service and priority.
	Discussion Activity:

Have the students brainstorm positive or negative points relating to the factors above. Have them enact situations or instances where they can gauge the level of customer loyalty. For example, if an irate customer bellows, “fix this situation or I am taking my business elsewhere,” the customer is probably not one with a great deal of loyalty and is unlikely to be a long-term customer.


	EOC Reference:

Exercise: 7-18
Problem: 7-29


Learning Objective 7—Use life-cycle budgeting and costing when making pricing decisions
7.1
The product life cycle spans the time from initial R&D on a product to the point where customer support and service are no longer offered for that product. Life-cycle budgeting is the process in which managers estimate revenues and business function costs of the entire value chain. Life-cycle costing tracks and accumulates business function costs across the value chain from a product’s R&D to final customer service and support.
7.2
Several features make life-cycle budgeting particularly important:

· The development period for R&D is long and costly. These costs must be recovered over the life span of the product.

· Many costs are locked in due to mistakes made at the R&D and design stages. Poorly designed products require higher marketing and customer service costs.
(Exhibit 7-11 illustrates the budgeting of life-cycle revenues and costs for a software package.)

7.3
A different notion of life-cycle costs is customer life-cycle costs. Customer life-cycle costs focus on the total costs incurred by a customer to acquire, use, maintain, and dispose of a product or service. Customer life-cycle costs influence the prices a company can charge for its products.

Teaching Point: 

The purchase of a computer printer is an example of this concept. Companies may even sell printers at extremely low prices in order to make profits on the sale of replacement ink cartridges for the printer. However, there needs to be certainty regarding continued customer loyalty.
	EOC Reference:

Exercise: 7-20
Problem: 7-31 


Learning Objective 8—Describe two pricing practices in which noncost factors are important when setting prices and the effects of antitrust laws on pricing
8.1
In some cases, cost is not a major factor in setting prices. There are some ways in which market structures, ability to pay, capacity limits, and laws and regulations influence price setting outside of cost.
· 
Price Discrimination is the practice of charging different prices to different customers for the same product or service.

· 
Another example of a pricing decision based on factors other than cost deals with capacity constraints. Peak-load pricing is the practice of charging a higher price for the same product or service when the demand approaches physical capacity to produce the product or service.
· 
International pricing is a situation where the prices charged in each country vary much more than the costs of delivering the product to each country. These price differences arise because of differences in the purchasing power of consumers in different countries (a form of price discrimination) and government restrictions that may limit the prices that companies can charge. Exchange rate trends and fluctuations also play a major role in this decision.
8.2
Legal considerations also affect pricing decisions. Companies are not entirely free to set prices as they choose. Two key features of these laws are:

· 
Price discrimination is permissible if differences in prices can be justified by differences in costs.

· 
Price discrimination is illegal only if the intent is to lessen or prevent competition.

8.3
The Sherman Act, the Clayton Act, the Federal Trade Commission Act, and the Robinson-Patman Act are the significant pieces of antitrust legislation in the United States.

· 
A principal component of these acts is the prohibition of predatory pricing; that is, deliberately setting prices below cost in an effort to drive competitors out of business and restrict supply. The company could then raise prices.

· 
Another prohibited practice in the area of antitrust is dumping. This occurs when a non-U.S. company sells a product in the United States at a price below market value in the country where it is produced.

· 
A third practice is collusive pricing. This occurs when companies in an industry collaborate illegally in their pricing and production decisions to achieve a price above a competitive price and, therefore, restrain trade. This would be an agreement in restraint of trade.
	Discussion Activity:

A customer who buys an airline ticket a month in advance will pay a lower price than one who buys the ticket one day in advance. Ask the students to brainstorm for other examples of price discrimination. Some examples might include early bird dining prices, senior citizen discounts, or bulk-purchase discounts. Discuss why companies use this type of price discrimination.

During the first week in September, hotel prices in Clayton, Miami skyrocket, usually with a minimum stay of three nights. Ask the students give a reason behind such an activity. Engage the students in other examples of peak-load pricing.


	EOC Reference:

Problem: 7-32


QUIZ
1. _______ are costs that have not yet been incurred but, based on decisions that have already been made, will be incurred in the future.

a. 
Target costs
b. Cost incurrence
c. 
Value-added costs
d. Locked-in costs
2. Which of the following is true of the cost-based pricing approach?
a. 
It considers the customer requirements.
b. It considers a target return on investment.

c. 
It always considers fixed cost as the base. 
d. It is used by companies operating in highly competitive markets.
3. _______ is the estimated price for a product or service that potential customers are willing to pay.
a. 
Target price

b. Cost-based price
c. 
Value-added price
d. Locked-in price
Questions 4 and 5 are based on the following data.

VFI Company incurs $350,000 total manufacturing costs each month, out of which 15% is fixed. It also incurs $220,000 as distribution and marketing costs out of which 40% is fixed. VFI’s monthly sales are $650,000.
4. What is the markup percentage on full cost to arrive at the target selling price?
a. 
14%
b. 51%
c. 
25%
d. 78%
5. What is the markup percentage on variable costs to arrive at the existing selling price? (Round to the nearest percentage.)
a.
14%
b.
51%
c.
25%
d.
78%
6. Costs incurred to process or deliver a specific order is an example of:
a.
customer output unit–level costs.

b.
customer batch-level costs.
c.
customer-sustaining costs
d.
distribution-channel costs
7. Which of the following is true of product life-cycle budgeting?
a. 
It is a process in which managers estimate business function costs of the value chain.
b. It focuses on the total costs incurred by a customer to acquire a product or service.
c. 
It is a process in which managers estimate revenues of the entire value chain.

d. It tracks business function costs and can influence the prices a company can charge for its products.
8. The price at which a Bell Phone, which is produced in South Korea, is available in the United States for a much cheaper rate than in South Korea. This is called:
a. 
peak-load pricing.
b. dumping.

c. 
predatory pricing.
d. collusive pricing.
9. Price discrimination is:
a.
the practice of charging a higher price for the same product when the production capacity is saturated.

b.
the practice of deliberately pricing below the cost in an effort to drive competitors out of the market.
c.
the practice of jointly colluding on the pricing decisions to achieve a price above the competitive price.
d.
the practice of charging different prices to different customers for the same product.
10. Which of these is not covered by antitrust laws on pricing?

a.
Collusive pricing

b.
Dumping

c.
Peak-load pricing

d.
Predatory pricing
QUIZ SOLUTIONS

1.
d
2.
b
3.
a
4.
a
5.
b
6.
b
7.
c
8.
b
9.
d
10.
c
Quiz Question Calculations:

	4.
	Manufacturing costs
	 $      350,000 
	

	
	Distribution & Marketing costs
	         220,000 
	

	
	Total cost
	 $      570,000 
	

	
	
	
	

	
	Sales
	 $      650,000 
	

	
	Full cost
	         570,000 
	

	
	Markup
	 $        80,000 
	

	
	
	
	

	
	Markup
	 $        80,000 
	 = 14%

	
	Total cost
	 $      570,000 
	


	5.
	Variable manufacturing 

(85% of $350,000)
	 $      297,500 
	

	
	Variable distribution/marketing 

(60% of $220,000)
	         132,000 
	

	
	Total Variable cost
	 $      429,500 
	

	
	
	
	

	
	Sales
	 $      650,000 
	

	
	VC
	         429,500 
	

	
	Markup
	 $      220,500 
	

	
	
	
	

	
	Markup
	 $      220,500 
	= 51.3% 

	
	Total variable cost
	 $      429,500 
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